The Gulf Oil Spill Disaster

As | mentioned last Monday night in my Outside the Box, | did not make it to Turks and Caicos,
but did end up in Baton Rouge for a special seminar on the Deepwater Horizon Gulf oil spill. |
have both good news (or maybe more like less-bad news) and bad news. Today's letter is a
report on what | learned.

The conference was sponsored by the Global Interdependence Center (GIC -
http://www.interdependence.org/). David Kotok of Cumberland Advisors organized the event with
help from people from Louisiana State University. The quality of the speakers was outstanding.
They were extremely knowledgeable and well-connected. The meeting was conducted under the
Chatham House Rule, which means all the speakers spoke off the record, unless they indicated
otherwise. This allows for a more frank discussion. So, much of what you will read from me is my
impressions of what | heard, which | cannot attribute to specific speakers. Indeed, some would be
at some occupational risk if | did so.

Some of what | write today will be controversial to some readers. That is a risk | will take, as the
large majority will find this interesting, or at least | hope so.

From Unmitigated Disaster to Merely Disaster

First, let's begin with the "good" news. The ecological destruction that was first feared is not going
to be as bad as once thought, for a variety of reasons. It is not good, but it is not the unmitigated
disaster it could have been.

Edward Overton, PhD, Professor Emeritus, Dept. of Environmental Sciences, LSU, is an expert
on oil spills. He was at the Exxon Valdez. The Exxon Valdez (EV) was a big, black, thick tide of
oil. The Deepwater Horizon is a much bigger spill: every ten days the amount of the EV spill
spewed into the Gulf, from April 20 to July 15. Professor Overton spoke mostly for the record. He
is very much a concerned environmentalist, and he is also a very serious scientist.

He reminded us that the Louisiana wetlands are a very important part of the ecological system of
the Gulf of Mexico. Oversimplifying, they are the nutrient source for the small animal world which
feeds the larger. Without the wetlands much of the Gulf ecosystem dies. If they were destroyed,
they would not come back very easily, as without their very root system the land would erode
away. Bluntly, oil kills wetlands if it gets into it.

There are only three ways to get rid of an oil spill. You can mechanically remove it, chemically
remove it, or burn it. They used all three methods. But not fast enough. The Obama
administration dithered while Rome burned. (This is not from Overton.)

As The Christian Science Monitor reported in "The Top Five Bottlenecks":

"Three days after the accident, the Dutch government offered advanced skimming equipment
capable of sucking up oiled water, separating out most of the oil, and returning the cleaner water
to the Gulf. But citing discharge regulations that demand that 99.9985 percent of the returned
water be oil-free, the EPA initially turned down the offer. A month into the crisis, the EPA backed
off those regulations, and the Dutch equipment was airlifted to the Gulf."

Really? For 0.0015 percent clean water from badly contaminated, toxic water? It takes a month to
get that decision? | can guarantee you that there were people arguing for such a decision early
on, and some rookie environmentalist at the EPA who never had responsibility in the real world
made things a lot worse. Moving on:

"A giant Taiwanese oil skimming ship, The A Whale, is only now working on the spill. It can
process 500,000 barrels of oily seawater per day, but it also needed the same waiver from the
EPA which, expressed in another way, limits discharged water to trace amounts of less than 15
parts-per-million of oil residue. It also needed a waiver from the Jones Act, which prevents the
use of specialized foreign ships from the North Sea oil fields because they use non-American
crews. Previously, the skimmers had to return to port to offload almost pure seawater each time
they filled up with water." (http://reason.com/archives/2010/07/09/the-governments-catastrophic-r)
Ok, Let's get this straight. The oil industry screwed up by not having enough disaster equipment
and ships available. That's bad beyond words. But for the government to compound that by not
allowing needed ships to do the work, just because they did not have US union workers is just as
bad. You expect better from government in a disaster, or we should.




(Overton said we never really did learn whether The A Whale would have been as useful as
advertised, as it did not get into the Gulf soon enough.)

What should have been a no-brainer decision to use the Dutch ships was delayed for whatever
reason. What should have been a no-brainer decision to waive the water purity rules was delayed
beyond reason. My personal opinion. Whoever participated in that decision should be allowed to
return to the private sector. They only made the problem of the spill worse. They should not be
allowed near the decision-making process again.

Please note, this is no defense of British Petroleum. As noted below, they were extremely
negligent, and deserve the costs and more. We just don't need to compound stupid, incompetent,
irresponsible (choose several more adjectives, some with color) corporate acts with dumb
government ones.

The Corexit Decision

There is a chemical called Corexit that is a product line of solvents primarily used as dispersants
for breaking up oil slicks. It is produced by Nalco Holding Company. Corexit was the most-used
dispersant in the Deepwater Horizon oil spill in the Gulf of Mexico, with COREXIT 9527 having
been replaced by COREXIT 9500 after the former was deemed too toxic. Oil that would normally
rise to the surface of the water is broken up by the dispersant into small globules that can then
remain suspended in the water.

In hindsight, Overton thinks the use of Corexit was the correct thing to do. It probably saved the
wetlands. But it is not without its own bad effects.

When you put Corexit on an oil slick, the surface oil disperses but also drops into the ocean about
15 feet. While Corexit (basically a type of soap) itself is not toxic (an admittedly controversial
claim), the resulting dispersed oil is quite toxic. Fish swimming through it can be and are harmed.
Marine mammals like porpoises are seriously harmed when they rise to breathe through an oil
slick.

But here is the good news. It turns out that there are about the equivalent of two Exxon Valdezes
a year from natural oil seepage from the floor of the oceans. The Gulf has an ecosystem of
bacteria that eat that oil, which are then eaten again by plankton. To those bacteria, dispersed oil
is filet mignon. They thrive and grow rapidly, turning that toxic waste into nutrients, which are
absorbed by the plankton. The bacteria keep on growing until they lose their source of nutrition
(the toxic oil) and then die out over time. Note: once absorbed by the bacteria, the oil is no longer
toxic. There are no toxic minerals like mercury introduced into the ecosystem.

Scientists are somewhat baffled. There are tens of millions of gallons of oil that seem to be
missing. It seems that the Gulf is providing its own (albeit chemically assisted) defense
mechanism. Overton thinks that within less than five years, and maybe only a few years, the
ecosystem will largely be back. And fishing may even be better, since the fish and shrimp are not
currently being harvested (he called it human predation). At least for a while.

We traded onshore damage for offshore damage. But the calculation is that much of the ocean is
empty of fish. Every go deep sea fishing? Did they just jump into the boat? Did you fish all day
and catch little or nothing? There are large parts of the ocean and Gulf with very few fish. It is not
good to create those toxic pools of oil, even if they eventually go away. Some fish will be harmed.
But better than on the marshes.

For that we should all be grateful. It was a very difficult choice to make to use the dispersants. But
it was the right choice. Somewhat like the choices we have to make in our current economic
environment, concerning deficits and stimulus. There are no good or easy choices in these crucial
situations. It was tragic that the choice had to be made, but | am glad it was. Losing the Louisiana
wetlands would have been an ecological disaster of biblical proportions.

Again, we should never have had to make that choice. Better that BP management had observed
the warning signals.

Some More Takeaways

It was clear talking from experienced oil professionals that the blowout was human error, and
probably compounded human error, ignoring multiple warning signs and safety procedures. We
went to Shell's Robert Training Center, where they train people to work on oil rigs. It is a very
rigorous facility and the people running it are very professional. They take safety seriously. They
train most of the oil rig workers in the Gulf, including British Petroleum's. They showed us the
simulated control rooms. There are lots of safety features and redundancy; and it is *my* take



that complacency had set in at BP, as things had gone just fine for so many years, and then
some corners were cut. Over time, this will all come out.

There are two types of Corexit. The newer version is considered less toxic. But for whatever
reason (ahem), they used supplies of the older version first. As it turns out, they needed just
about everything they had, using over 1 million gallons. But it would seem that someone made an
economic decision to empty the shelves of a less desirable dispersant.

Before we start to drill again (and we must!), we need to build two very large containment devices
(to provide for redundancy). The process of building them from scratch this time was too time
consuming and was trial and error.

There is a coalition of large oil companies building a response system at a cost of over a billion
dollars. A little late for this disaster, but good for the future. There need to be enough booms to
gather oil, skimming vessels, and other equipment at the ready, just as we assume there will be
fire trucks if we need them. And that should not be at taxpayer expense, of course.

Time to Lift the Moratorium

The Obama administration imposed a moratorium on drilling, which in effect has shut down even
shallow-water drilling, even though Obama himself said it would not affect such shallow wells. A
judge has overturned that ruling. The administration then issued another moratorium, with
indications it will issue yet another when this one is overturned.

Enough already.

On Thursday night, we had dinner in the Louisiana Governor's mansion, hosted by the Lt.
Governor Scott Angelle. (I was privileged to sit at his table, and he is both gracious and quite
sharp.) Before being appointed Lt. Governor, Angelle was Secretary for the Department of
Natural Resources, overseeing the very large oil industry of Louisiana. He is very familiar with the
issues.

Angelle, a Democrat, has agreed not to run for the Lieutenant Governor's office in the next
election, which the Governor said was a requirement for anyone he nominated for the post.
Angelle plans to return to the agency once his tenure as Lieutenant Governor has finished.
Angelle was very passionate about the need to begin safely drilling again. Over 30,000 wells
have been drilled without major incident until now. He is clear about the need to address safety,
but there are 300,000 well-paid jobs at risk, and Louisiana (and the US) are losing ship rigs to
Africa and Brazil, which won't come back for a long time. And those 300,000 jobs have a large
multiplier effect.

But it is more than that. If the US cannot become energy independent, we will not be able to
balance our federal deficit without the private sector going into even greater debt. To deal with
that somewhat rather startling statement, let's review a few paragraphs from a letter of mine from
a few months ago.

Getting the Balance Just Right

Now, gentle reader, we are going to spare you a few pages of algebra and cut to the chase. Let's
divide a country's economy into three sections: private, government, and exports. If you play with
the variables a little bit you find that you get the following equation.

Domestic Private Sector Financial Balance + Governmental Fiscal Balance - Current Account
Balance (or Trade Deficit/Surplus) = 0

We will review this briefly, as it is VERY important. As Rob Parenteau noted, "... keep in mind this
is an accounting identity, not a theory. If it is wrong, then five centuries of double-entry
bookkeeping must also be wrong."

By Domestic Private Sector Financial Balance we mean the net balance of business and
consumers. Are they borrowing money or paying down debt? Government Fiscal Balance is the
same: is the government borrowing or paying down debt? And the Current Account Balance is
the trade deficit or surplus.

The implications are simple. The three items have to add up to zero. That means you cannot
have both surpluses in the private and government sectors and run a trade deficit. You have to
have a trade surplus.

Let's make this simple. Let's say that the private sector runs a $100 surplus (they pay down debt),
as does the government. Now, we subtract the trade balance. To make the equation come to
zero means that there must be a $200 trade surplus.

$100 (private debt reduction) + $100 (government debt reduction) - $200 (trade surplus) = 0.



But what if the country wanted to run a $100 trade deficit? That means either private or public
debt would have to increase by $100. The numbers have to add up to zero. One way for that to
happen would be:

$50 (private debt reduction) + (-$150) (government deficit) - (-$100) (trade deficit) = 0. Remember
that we are adding a negative number and subtracting a negative number.

Bottom line: you can run a trade deficit, reduce government debt, and reduce private debt, but not
all three at the same time. Choose two. Choose carefully.

I know some of my friends say trade deficits don't matter (that would be you, Dennis!) But tell that
to Greece. They are running large trade deficits. To get their government back into balance, they
are going to have to go through very serious wage deflation and other pain. Accounting identities
will extract their due. There is no getting around them.

Now, it would be better to rapidly build nuclear plants and turn our car fleet electric. But that will
not happen for some time. Take our truck fleet and have it run natural gas. That takes time as
well. In the meantime, we need to be drilling domestic oil or we will all be the poorer for it.

| consider myself an environmentalist. Not radical, but serious. | want clean air and water for
myself as well as my kids. | would be willing to consider a gradual annual increase in gasoline
taxes to encourage alternatives (with the taxes going directly to rebuilding our badly maintained
roads and bridges). | know we need to make the shift to electric cars and nuclear power, as well
as renewables. But | also want my kids to have an economic environment where they can find
jobs and prosper. Just a thought.

Omaha, Carbondale, and San Francisco

This is my week for input overkill. Tuesday | had the pleasure of being part of a small group that
was consulting for the Office of Net Assessment of the Defense Department. Our task was to
come up with several different economic scenarios so that a later group could decide what type of
Defense Department response would be needed. | have rarely been in such a group. Robert
Shiller of Yale, Jim Chanos, David Smick, Avinash Dixit from Princeton, Rozlyn England from
West Point, and a few other analysts were there. It was perhaps the most stimulating six hours |
have ever had the privilege of participating in. Quite intense and a lot of give and take. | am still
digesting what | learned, as your humble analyst gets invited to these things as comic relief.
There were real minds in the room. (And to just sit in the same room with Andy Marshall, a true
legend at 81 - wow!) | will try and figure out what happened and report back to you!.

Ok, | have not been on enough planes of late, so my youngest son Trey and | are going to go visit
a few schools Monday and Tuesday in Nebraska and Indiana, and then Thursday | go to San
Francisco where | will speaking for The Money Show at the Marriott Marquis. You'll have the
opportunity to meet with 50+ leading experts, who will cover everything from the global economy
and markets to biotech, greentech, nanotech, and much more. Register for free by calling
800/970-4355 and mentioning priority code 018914, or register online at The MoneyShow San
Francisco!

Even for me, this schedule is brutal. But it must be done. In the meantime, all my kids are
gathered for the weekend. It seems Amanda married a very nice young man with one
considerable character flaw: he is a Red Sox fan, and is down to watch the Red Sox do battle
with the Rangers. At least they are here, and the score is 9-9 in the top of the 9th, so | am going
to hit the send button and go watch with them and some of the other kids downstairs.

Have a great week. This has been a fun August, but it is going by so fast. Tomorrow my mother is
93. She is on top of her game. We will celebrate tomorrow morning.

Your trylng to absorb it all analyst
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